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INTRODUCTION
f you are acting as a financial advisor to someone who has worked both as a government employee and in the private sector, you need to be aware that what your client will receive in Social Security benefits may be less than what is indicated on his/her annual statement from Social Security. For many individuals, the difference is very substantial. This discrepancy is due to the Windfall Elimination Provision. Although this law went into affect in 1983, many individuals and their advisors are still unaware of it.
BASICS
To understand how the Windfall Elimination Provision works, you first need to understand how Social Security benefits are calculated for those who have worked exclusively at jobs that paid into the Social Security system. The Social Security Administration calculates your average monthly earnings, adjusted for inflation, for the 35 years in which you earned the greatest amount. If you only worked for 30 years, the other 5 years will be entered into the formula as zeros. The benefits that you will be paid are based on a formula that more heavily weights initial dollars earned. For instance, a worker who turns 62 in 2007 will receive monthly benefits equal to 90% of the first $680 in averaged indexed monthly earnings plus 32% of the next $3,420 plus, 15% of anything above $4,100. Thus, a 62 year-old retiring this year who earned $54,000 per year, on average, in today's dollars, over the course of 35 years, would receive a monthly benefit of $1,766 ii . That is, his benefits would be equal to 39% of his averaged indexed lifetime monthly earnings. If this same individual had only earned $36,000 per year, his monthly benefit would be $1,354 iii . That is, his benefit would be equal to 45% of his averaged indexed lifetime monthly earnings. The system is intentionally structured to offer more generous returns to workers who have earned less over their lifetime. This is the type of formula that is used to calculate your estimated benefit in your annual Social Security statement, regardless of what type of employer you worked for.
If you spent part of your working life paying into the Social Security system and part of it working as a public employee iv in one of the 15 states where public employees do not pay Social Security taxes, v the above formula generally overestimates what you will receive in Social Security benefits. You know you have not paid into the Social Security system if your annual statement lists your Social Security earnings as zero for a year in which you worked.
vi Under these circumstances, in order to estimate what you will receive in Social Security benefits, you must calculate how many years of "substantial" Social Security earnings you have accumulated.
In Table 1 , the substantial earnings column lists the minimum dollar value of annual Social Security earnings that an individual must have amassed in order for that year's work to qualify. For instance, if you look at the annual statement that Social Security sends you and find that your taxed Social Security earnings in 1981 were more than $5,550, then 1981 counts as a substantial earnings year.
The fewer years of substantial earnings that you accumulated, the lower your actual Social Security benefits will be. To determine the size of benefits for those who have worked for employers who do not pay into the Social Security system, the first bracket of averaged, indexed, monthly income, based on an individual's Social Security earnings, will be multiplied by less than 90%. How much less depends on how many years of substantial earnings you have accumulated. For instance, a worker who turns 62 in 2007 and who had fewer than 20 years of substantial earnings will receive a monthly benefit equal to 40% of the first $680 of averaged-indexed earnings plus 32% of the next $3,420 plus 15% of anything above $4,100. Thus a worker who averaged, over the course of 35 years, $36,000 per year in earnings at jobs which paid Social Security taxes vii would receive a monthly benefit equal to $1,014.
viii That is 25% less than what the person's annual Social Security statement would indicate. If you have 30 years or more of substantial earnings and have also worked for an employer who did not collect Social Security taxes there should be no difference between what you will receive in benefits and what your annual statement indicates that you will receive. However, do not confuse earnings that are high enough to qualify as one of the 40 quarters necessary to be eligible for Social Security with substantial earnings. The "Minimum Annual Earnings For 4 Quarter's Credits" column of Table 1 lists the minimum dollar value of annual earnings necessary for Social Security eligibility. Note that in every year, substantial earnings are more than four times greater than the minimum earnings required to qualify for Social Security.
If you only briefly worked for a non-contributing employer, the 50% rule may benefit you. The reduction in your Social Security benefit cannot be more than 50% of the pension from your non-contributing employer. If you paid into a defined contribution plan rather than a defined benefit plan, or if you received a lump-sum payment when you stopped working for your non-contributing employer, Social Security will impute a pension value for you. This calculation will be based on your expected lifespan at retirement. As an approximation, consult the Department of Health and Human Services' National Vital Statistics Report. They report that a white woman, now 45 years-old, has a life expectancy of 82 years. If this 45 year-old retired at age 67, then she would expect to spend 15 years in retirement. The lump sum received from the non-contributing employer would be spread over these 15 years.
You may be thinking you can skirt all of this by simply collecting a Social Security benefit based on your spouse's work. Generally speaking, a spouse can collect 50% of his or her partner's benefit. However, the Government Pension Offset requires that, for state employees, the spousal benefit be reduced by an amount equal to two-thirds of the state pension.
ix If you will not draw a pension but received a lump-sum benefit when you terminated employment from the state, the Social Security administration will impute a pension value for you. So, if your spouse has a monthly Social Security benefit of $1000 and the monthly value of your state pension is calculated to be $750 then you are not entitled to any spousal Social Security benefit. Table 2 lists the Social Security earnings history of two potential clients, (Individual A and Individual B): These individuals are similar in many respects. They both will retire at age 67. They both initially worked for employers who paid into the Social Security system but now work for non-contributing employers and anticipate continuing to do so until retirement. They both anticipate a monthly pension from the non-contributing employer that makes the 50% rule irrelevant. All of their 13 years of substantial earnings occurred in identical years. However, one individual consistently worked at low paying jobs. The other had earnings which always exceeded the maximum taxable level for Social Security. Using the basic version of on-line calculator at the Social Security web site xi , we determine that Individual A would receive statements from Social Security that lead him/her to anticipate a monthly benefit of $881 upon retirement. Individual B would receive statements that lead him/her to anticipate a monthly benefit of $1,280. However, these numbers are incorrect. The actual monthly benefits that these individuals can anticipate receiving are calculated using the WEP version of the on-line calculator. This yields a monthly benefit for Individual A of $541 & a monthly benefit for Individual B of $940. For Individual A, there is a 39% decrease between the amount (s)he anticipates receiving from Social Security, based on the annual statement, and the actual amount (s)he will receive. For Individual B, it is a 27% decline.
POLICY IMPLICATIONS
Comparing these two individuals reveals that the percent reduction in the Social Security benefit resulting from the Windfall Elimination Provision is much greater for the low earner than the high earner. Because the Windfall Elimination Provision reduces benefits by the same dollar amount ($340) for the high earner and lower earner it results in a much larger decrease in the living standard of the low earner. The low earner will see his/her Social Security benefit fall by 39% whereas the high earner will see his/her Social Security benefits fall by only 27%. This is a peculiar thing. The general formula the Social Security Administration has developed to calculate benefits is specifically structured such that "lower-paid workers get a higher return than highly paid workers." xii That is, there is a social redistribution component to Social Security. However, for workers who are affected by the Windfall Elimination Provision, the low paid workers are the ones who are most adversely impacted. If the Windfall Elimination Provision formula was restructured such that all brackets were reduced by the same percent then both high and low earners would be affected identically.
xiii Or, if the social redistribution component was to be preserved, the higher earnings brackets could be reduced by a greater percentage than the lower brackets.
xiv Further refinements of the formula could take into account earnings on a year-by-year basis rather than averaged over a 35 year span. This would prevent those who worked only a few years but who had high earnings in those years from appearing to have low wages. xv Table 3 contrasts two individuals both of whom have worked at jobs where they paid into Social Security for 30 years. 1989 $8,925 $8,924 1974 $3,300 $3,299 1990 $9,525 $9,524 1975 $3,525 $3,524 1991 $9,990 $9,989 1976 $3,825 $3,824 1992 $10,350 $10,349 1977 $4,125 $4,124 1993 $10,725 $10,724 1978 $4,425 $4,424 1994 $11,250 $11,249 1979 $4,725 $4,724 1995 $11,325 $11,324 1980 $5,100 $5,099 These individuals are almost identical. Both were born in 1945 and will retire at age 62. In 1996 they both began working for a non-contributing employer. Both anticipate a pension from their non-contributing employer which is large enough that they are unaffected by the 50% rule. The only difference between these two individuals is that one has always made $1 less than the minimum cut-off for substantial earnings. Thus, there is only a $30 difference in their total Social Security earnings. This means the poorer of the two paid about $1.86 xvi less in Social Security taxes over his working lifetime. Using the basic version of the on-line calculator, we determine that Individual C could anticipate monthly benefits from Social Security of $559. However, Individual D, although he will receive statements indicating that he will receive monthly benefits of $559, will in fact receive only $303 in benefits/month. That is a 46% reduction in benefits resulting from a 0.017% difference in earnings. This comparison emphasizes how distorting it can be to have a specific dollar cut-off for substantial earnings. A graduated scale could address this problem.
CONCLUSION
For those who are acting as financial advisors for clients who worked for multiple employers, at least one of whom did and did not pay into the Social Security system, it is vitally important to be aware of the Windfall Elimination Provision. As a financial consultant, you must be able to explain the effects of the provision on the stream of payments your client can rely upon during his/her retirement.
TEACHING NOTES:
 Consider a client who has worked both for employers who paid Social Security taxes and for those who do not pay into the system. This client has 15 years of substantial earnings. In 2005, he is considering taking a part-time job which accesses Social Security taxes and will pay him $5,000 (gross 
